To: Students in MGT . 205A 
From: Dan Mitchell, Professor 


Subject: Highlights of Week 1 

Reminder 1: By next class, each student should e-mail or 
give me a list of 3 preferred topics (ranked) . If you want 
to confer with me about topic choices via e-mail, phone, 
office hours, feel free to do so. Reminder 2: Any extra 
copies of the handouts after class are normally left in the 
cardboard box for MGT. 205A in room A416 Collins. 

Note: PowerPoint slides from week 1 have been sent for 
posting on the Anderson and mediamax websites. 

During week 1 we reviewed some empirical tendencies of U.S. 
trade and international investment. We noted, for example, 
that trade flows have been rising faster than GDP, 
suggesting increased external impact on the internal 
(domestic) economy. Note, however, that the U.S. still has 
a relatively low ratio of trade to GDP when compared to many 
other countries. We raised, but did not answer, a question 
about the sustainability of the U.S. net export deficit. We 
also looked at the history of the "terms of trade" (price of 
exports/price of imports) of the U.S. and noted that it had 
welfare implications. Other things equal, a country seemed 
to be better of if its terms of trade "improves" (rises) and 
worse off if its terms of trade "deteriorates" (falls) . We 
know never to confuse the "terms of trade" with the "balance 
of trade." An interesting question to think about is the 
relation between the terms of trade and the exchange rate - 
something that will come up later in the course. The chart 
shown in class suggested there was some relationship. 

The pattern of American trade is partly explained by natural 
resource endowments, although most trade does not fall into 
this category. But even natural resource endowments are not 
enough. As we noted, the U.S. has lots of oil production 
capacity and output but is nonetheless a net oil consumer 
from world markets. Oil demand exceeds supply domestically 
so the balance is imports. Trade allows us to consume more 
than we produce of some commodities provided we generate the 
means to pay for them (or net borrow to do it) . Products in 
which supply exceeds demand are exports, e.g., coal. A 
significant fraction of U.S. imports seem to be labor- 
intensive products such as apparel and consumer electronics. 
Some industries in which the U.S. seems to have a 
comparative advantage are technology-oriented such as 
aircraft, mainframe computers, advanced electrical 
equipment . 



The direction of trade is partly a matter of proximity, with 
Canada being a major trade partner of the U.S., even though 
it is a relatively small economy with a GDP below 
Calif ornia' a . Much U.S. trade - about half - is with 
developed countries ("likes" trading with likes) although 
the proportion with certain developing countries - 
especially East Asia and Mexico - has been rising. Trade 
with Canada is boosted by proximity. And trade with Mexico 
is boosted by proximity. (But its level had been rising as 
that country - even before NAFTA - reduced import barriers. 
You might think about the following proposition: import 
barriers paradoxically can translate into export barriers. 
This proposition is something to be explored later on.) 

We looked at a table on the long history of various exchange 
rates relative to the U.S. dollar. It was suggested that 
relative inflation rates might play some role in explaining 
dollar appreciation or depreciation. This is still another 
issue we will be taking up. 

In Unit 1, we began looking at the Ricardian model of trade. 
We noted that Ricardo actually demonstrated that free trade 
is better than no trade (autarky) - not really the issue of 
his day (nor ours) . The key issue is free trade vs. 
restricted trade - something we have yet to examine. We 
defined "benefits from trade" as meaning the ability to 
consume more of one good without sacrificing the other, a 
seeming "free lunch". The free lunch in the Ricardian model 
is the result of adding to the "menu" available to the two 
countries. Thus, even inefficient countries could benefit. 
Each country had a comparative advantage even though in the 
model Britain had an absolute productivity disadvantage. 
Under autarky, countries are constrained to consume only 
what they produce. With trade, they can specialize and 
consume more than they produce of one good provided they 
consume less than they produce of the other. Production 
specialization occurs in response to comparative advantage, 
i.e., the product that is relatively cheap to produce 
(compared to the world) becomes the export good. 

We showed that the terms of trade once trade is allowed will 
lie between the autarky terms of trade of the two countries. 

By adding a demand side to the story, we were able to 
determine the precise terms of trade and show that it will 
be reached by the usual demand/supply mechanism. If a good 
is in excess supply in world markets, its relative price 
falls. If it is in excess demand, its relative price rises. 
The equilibrium terms of trade equates demand and supply of 
the two products. Once equilibrium is reached, the world 
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terms of trade can remain unchanged. 

You might note a seeming paradox. Ricardian analysis 
suggests that trade is based on national difference. But we 
noted in our empirical exploration that the U.S. does 
roughly half its trading with countries that are broadly 
similar to it in terms of economic development. 

Next week we will look at that issue and such issues as 
changing tastes (demands) , sizes of countries and the 
benefits of trade, scale economies, exchange rates, etc. We 
will look at free trade vs. trade with restriction. And we 
will then get into a more extended notion of comparative 
advantage . 

Have a good weekend. 
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